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Agriculture: Unscarred to date, but COVID reality can still bite.

- The agricultural sector has come through the
COVID lockdown largely unscarred.

- However, we caution that a global recession
of unprecedented scale still looms large
over the New Zealand economy and the
agricultural sector.

- We expect COVID will knock overall
New Zealand agricultural incomes later in
the year, with key dairy and meat farmgate
prices likely to be lower over the new season
compared to last.

- By and large, though, the sector is likely

to remain profitable, affording agriculture
options that other sectors don’t have.

Nathan Penny, Senior Agri Economist
@ 6493489114
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In this bulletin, we delve into the COVID impact on the
agricultural sector, breaking the impact into the ‘lockdown’,
‘post-lockdown’ and ‘recession’ phases. The bulletin starts
with the high-level impacts on agriculture, and then digs into
the specifics of the meat, dairy or horticulture sectors. We also
explore the labour market implications and highlight some

of the resultant opportunities that COVID has created for the
agricultural sector.

COVID-driven global recession looms large.

COVID is big, and it’s bad. Indeed, our shared lockdown
experiences were a throwback to a different era, only our
grandparents could comprehend.

And while New Zealand has escaped the worst health impacts
(so far), we have been one of the few global exceptions.
Generally, the pandemic has spared few nations, and for
some, the worst may still be come as the pandemic epicentre
continues to shift.

Similarly, in a connected world, the COVID economic
consequences are shared. And while there are some isolated
cases of economic winners, the more representative COVID
story is in terms of the degree of impact and or timing.

At a high level, we expect COVID to take an unprecedented
chunk out of global economic growth. Specifically, we
forecast that global economy will shrink by 3% over 2020.
For comparison, during the Global Financial Crisis, the global
economy shrank by just 0.1% in 2009.

As a trading nation New Zealand is exposed. And, with over
90% of agricultural production exported, the agricultural
sector is heavily exposed. Indeed, the sector will have to
navigate materially lower global incomes and the subsequent
broad shift lower in global demand over 2020 and beyond.
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The COVID recession will be different.

While agriculture will certainly be impacted by the global
recession, we think this time it will prove relatively resilient
compared to some other sectors of the New Zealand economy.

This view owes to the fact that the COVID recession is
different. The health-driven genesis has seen the initial phase
of this recession play out differently to previous recessions
where the initial shocks were economic or financial.

With a different catalyst, the timing of the hit to different
industries and regions within the global and New Zealand
economies has varied. In the first instance, this owed to
the dynamics of the virus spread with Asian economies hit
first, then Europe followed by the US. The pandemic also
hit people-based industries like tourism, hospitality and
transport harder and more immediately. Meanwhile, other
industries like supermarkets, e-commerce and health have
had little disruption and, in some cases, have even seen
increases in sales and activity.

These COVID nuances and different timings have also applied
to agriculture. First up, agricultural sectors rely on different
export markets. For example, the beef sector is heavily reliant
on the US, China is key for dairy, while Japan and the EU are
relatively more important for kiwifruit. So depending on the
path of the pandemic spread, some sectors have been able to
temporarily divert exports to other markets, while for others
diverting exports has been more difficult or even impractical.

In addition, the timing of agricultural seasons has mattered.
Indeed, the COVID outbreak unfortunately coincided with
peak livestock slaughter, while for the kiwifruit sector the
peak of export season came fortuitously later in the piece.

Similarly, agricultural product characteristics and place of
consumption have mattered. At the extreme (and noting
that it’s not an agricultural product), crayfish exports have
plummeted, owing to the fact that it is usually consumed
fresh in restaurants. At the other extreme, kiwifruit exports
have held up very well given the (perceived) health benefits
of its high vitamin C content. Note, we delve more into these
nuances by sector in the respective sections below.

Emerging from the lockdown, agriculture is
largely unscarred...

Nuances aside, agriculture has emerged from what we
consider the first phase of the COVID recession (i.e. the
‘lockdown phase’) relatively unscarred. Critically for
agriculture, this relatively moderate impact stems from the
fact that the Government prioritised food supply during the
lockdown, with the sector and its supply chain classified as
‘essential services’. And with supermarket shopping allowed
during the lockdown, importantly households have also
continued to have ample access to food.
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Offshore, the same principles have applied. After some initial
disruptions at ports, overseas governments have prioritised
food imports along with other essential goods like medicines.
Highlighting this fact was the creation of so-called ‘green
lanes’ to fast-track these goods through customs and other
border checks.

The first upshot of these moves has meant that agricultural
economic activity and employment have been largely
unchanged through the lockdown. We can see from the above
chart that grocery sales held up very well during the lockdown,
suggesting that food sales and activity through the food supply
chain were similarly stable (some bottlenecks aside).

... although to date, overall agricultural export
prices have fallen moderately.

However, food prices have not been immune during the
lockdown phase. As noted in the chart above, while grocery
spending has held up, hospitality spending has fallen sharply.
And often it is at restaurants, cafes, bakeries and the like
where the pointy end of food demand is. In other words, it is
in these venues that consumers are, in normal circumstances,
willing to pay highest prices for food.

Secondly, these moves ensured a base level of food demand
and kept food prices relatively firm both here and abroad.
The chart over the page shows how global food prices have
held up relatively well to date compared to during the Global
Financial Crisis.
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Short-term relief.

Beyond the lockdown phase, we expect that food prices will
firm modestly and temporarily in what we are referring to

as the post-lockdown phase (the next three months or so).
Lockdown restrictions globally have eased over the last two
months (see chart below) and restaurants et al. have started
to re-open, albeit often with some restrictions. In this vein, we
have already noted that, for example, meat and dairy prices
have stabilised and ticked up a touch over May and June.

Government COVID Response Stringency Index - selected
agricultural food export markets

100 - Index Index 100
80 - i F - -A i e 7 80
__,I ----- ; I =ves - —is :

H Hd | ! ! \T\T
60 { i ! [ “e- 60
! ] -
40 4 ‘ 40
i 1l ~
20 4 - - F 20
0 ‘.:” _,"::;—l’_' Sou[ce:Oxford Umvergi'L 0

Jan-20 Feb-20 Mar-20 Apr-20 May-20 Jun-20

—New Zealand ---China — United Kingdom
Japan ---Malaysia —United Arab Emirates
—Taiwan —United States ----Australia

The global recession will still bite.

However as the global recession deepens and global demand
falters over the year, we expect the moderate downward
pressure on overall agricultural export prices to return over
what we are terming the ‘recession phase’ (late 2020 and
2021). Ultimately, the global recession will lower household
incomes and this will crimp demand, including for food. Again,
we anticipate that it will be at the pointy end of demand i.e.

it is in restaurants and for premium foods and products that
we’ll see the biggest drop in demand and prices.

Our view that prices will fall only moderately also depends

on some key assumptions. Firstly, the pandemic epicentre is
shifting to Latin America and India, which are not key markets
for New Zealand. However, if a second wave of infections

and a reversal of looser lockdown restrictions hit key export
markets in China, broader Asia and Europe then we would
expect a deeper and potentially longer slump in export prices.

Of course not all agricultural sectors are alike, so we
anticipate some divergence in performance amongst sectors.
In the sections on pages 5 and 6, we delve into the impact on
meat, dairy and horticulture sectors. We'd also like to stress
the very high levels of uncertainty around our views. Recent
local events have reminded us that the COVID path ahead

is likely to include setbacks and false starts. Moreover, the
unprecedented nature of the pandemic means that our views
are subject to change and we recommend that farmers and
growers proceed with their ‘eyes wide open’ to COVID-related
market developments.

Importantly, the overall sector is profitable and
likely to remain so...

Meanwhile, the broader sector is benefitting from some
offsetting macroeconomic factors, helping offset lower export
prices and ensure that the sector remains broadly profitable.
Interest rates have fallen to record lows, the New Zealand dollar
has weakened and petrol prices have dipped. We also anticipate
that labour market weakness will work out in the sector’s favour
and we explore this dynamic in the box over the page.

True, some costs have risen and the availability of some
inputs has been stretched at times. For example, air freight
availability and cost has risen, with this higher cost likely to
further squeeze margins for niche and perishable products
like cherries and berries (when they come into season).

Also, anecdotally there were reports that the supply of feed
imports like palm kernel could tighten due to COVID lockdown
restrictions. But by and large, this hasn’t been a major
constraint on production to date.

It also pays to note that New Zealand agriculture entered
2020 from a position of strength. Notably, meat prices sat at
or near record highs at the end of 2019, kiwifruit export values
hit fresh record highs and the farmgate milk price sat at above
a healthy $7.00/kg. With this in mind, generally there is room
for prices and incomes to fall moderately over the next 12
months and for the sector in aggregate to remain in the black.

... giving little fresh direction for land prices.

Turning to land prices, with lower (but still positive) profits
balanced by lower interest rates, we expect recent land price
trends to continue. Breaking those recent trends down by
sector, dairy land prices have fallen, sheep/beef land prices have
been flat/up, while horticultural land prices have firmed.

The wildcard for land prices is confidence levels. Confidence
has been very low over recent years, particularly over this
government’s term and the accompanying ramp up in policy
activity, both proposed and enacted. However, there is a
sense from some that agriculture has come up trumps during
the lockdown. If this sentiment does broaden and strengthen,
then land prices could strengthen relative to recent trends.
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Labour market - One-time only offer.

By and large we expect the sector will remain profitable
through 2020 and 2021. With some other sectors not
faring as well, this dynamic is likely to afford agricultural
businesses options that others do not have.

One area that this opportunity is going to present is in the
labour market. Notably, we expect the unemployment rate
to nearly double from 4.2% in the March 2020 quarter to
8% by the September quarter.

In the first instance, the obvious implications of this rise are
that workers are going to be easier find and the pressure
on wages is going to be lower than pre-COVID. Indeed,
anecdotally worker shortages during the recent kiwifruit
picking season were less acute than in past seasons.
Moreover, lower wages and increased availability of labour
should support higher agricultural production and profits
than would otherwise be the case.

A second implication is that new workers potentially

could come from a different cohort to that which normally
enter the industry. For example, the Ministry of Social
Development has reported that new job seeker benefit
recipients over the lockdown have had little or no recent
benefit history and have had higher lost earnings compared
to recipients over the same period a year ago.

From this, we can infer that many of those put out of work
during the lockdown are more skilled and may be relatively
more productive compared to those usually in the pool

of available workers. Although, we note that a lack of
agriculture-specific work experience may require these
workers to be trained up or used in a different way.

Accordingly, this feature of the lockdown presents a rare
opportunity for the sector. And the question then becomes
how can agriculture make best use of these newly
available workers?

One starter for ten is that this may be a good time to
introduce new technology or make better use of any
underused on-farm (orchard) tech. Indeed, the different
cohort of workers is likely to be relatively tech-savvy.

We also acknowledge that some workers may not stay
long and prefer to return to their ‘home industries’ in time.
Either way, we believe its important that agriculture put its
best foot forward as these former workers also have the
potential to become future either service partners to and
or advocates for the agricultural industry.
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Meat Sector: Triple whammy.

During the lockdown phase, the meat sector has been
hardest hit. This hit stems from COVID combining

with drought and the seasonal peak in slaughter. This
combination culminated in a large meat processing
backlog (physical distancing requirements reduced
meat processing capacity to around 50% at many
plants) and ultimately a steep fall in meat prices, along
with rising costs as farmers held on to stock for longer
than they would have otherwise.

Moreover, the lockdown curbed food service demand
(i.e. restaurants and cafes), hitting prices for more
expensive meat cuts hardest. At the low point, farmgate
meat prices fell by between 20% and 30% from the end
of 2019. However, we note that prices ended 2019 at or
near record high levels. Lamb prices, for example, are
still above average.

Beef and lamb farmgate prices
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In the post-lockdown phase, we expect a temporary
rebound in farmgate prices as the impact of the drought
fades and peak supply passes. Processing capacity

will also get back closer to normal, removing that
bottleneck. Meanwhile, broad restaurant and general
food service demand will see a temporary bump as
global lockdown restrictions ease.

In the recession phase, the outlook for meat prices is
mixed, with the impact of the global recession balanced
by supply disruptions such as the ongoing impact of
African Swine Fever. If anything, we expect beef prices
to come under more pressure than lamb prices as

US beef production will eventually recover (assuming
meatplant capacity returns), while New Zealand and
Australian lamb supply remains constrained on the
long-established trend of falling sheep numbers.

Horticulture Sector: Kiwifruit sailing against
the COVID wind.

In the lockdown phase the horticulture sector has
been little impacted from COVID. Importantly, there
appears to have been a jump in global demand for fruit
loaded with vitamin C like kiwifruit as consumers have
sought out healthy foods as a safeguard response to
the pandemic.

As a result, the kiwifruit export season is off to a flying
start with record prices and volumes. Gold kiwifruit’s
performance to date has been particularly impressive
as the stellar prices have been achieved, despite a new
record high crop and gold’s relatively high price point.
Indeed, we note that this month Zespri has increased
its price guidance for the 2020/21 season and even
then, we would argue that the new estimate is still on
the conservative side given the excellent start to the
export season.

Kiwifruit export values

700 - $ millions

Source: Stats NZ
600 -
500 -
m2018 m2019 2020
400 -
300 +
200 -

100

Mar Apr May Jun Jul Aug Sep Oct Nov

Meanwhile, green kiwifruit exports are also performing
well to date. This strength is less of a surprise to us as
the green crop was largely flat on last season and as
green’s price point is lower than gold’s.

In addition to kiwifruit’s strong start to the export
season, we note strong starts to 2020 by the apple and
wine sector. However, we suspect that the strength

in these sectors owes more to the weakness in the

New Zealand dollar than any particular strength in
demand or export prices.

With this in mind and without the benefits of high
vitamin C content, we expect apple and wine export
prices to fall over the recession phase. Moreover, we
expect similar price trends for other export-focused
fruit and vegetables, and see a greater risk of larger
price falls for premium products like sauvignon blanc,
cherries and rocket apples.
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Dairy sector: Down, but not out.

Looking at dairy during the lockdown phase, it has
ended up somewhere in between meat and horticulture.
Dairy demand and prices fell moderately as the
pandemic emerged. For example, whole milk powder
prices fell by around 15% between January and May.

This price fall was moderate in the context of historical
dairy price swings. For example, during the 2015-

2016 dairy downturn, whole milk powder prices fell a
whopping 70% from peak to trough. Moreover, prices
this year have largely stayed within the tight $1,000/MT
range exhibited since the 2016/17 season.

Whole milk powder prices
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More recently (in the post-lockdown phase), global
prices have stabilised and begun to recover as lockdown
restrictions globally have eased. We anticipate that

this tick-up will continue in the short-term. Also this
recovery has kicked in sooner than we anticipated. And
on this basis, on 17 June, we revised our milk 20/21 milk
price forecast up by 20 cents to $6.50/kg.

In addition, note we have built in some commodity price

weakness into our milk price forecast later in the season

(i.e. over the recession phase). As stated above, we expect
the global recession will again weigh moderately on food
(dairy) demand and prices over the medium term.

At this early juncture of the season and with ongoing
COVID-related uncertainties, we note that a wide range
of milk prices are possible. Indeed, Fonterra’s milk price
forecast range is a wide $5.40-$6.90/kg and gives a
clear indication of the level of uncertainty, especially
considering that Fonterra’s forecast range at this time
last season was $1.00/kg (vs. $1.50/kg now).

Also as mentioned in the high-level section, so far key
dairy export markets in China, South East Asia and the
Middle East have not had a ‘second wave’ of infections.
If a second wave were to hit these markets and see
lockdown restrictions resume, then we would expect
larger price falls and the bottom of Fonterra’s price
range to come more into play.
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